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Some observations relative to basic 
economic functions, and their 
performance and rewards. 


Too Many Rigidities? 


RADITIONAL economic theory holds that 
in any business enterprise where the risks 
of loss are great there must be the chance for 
large profits for those who succeed. It can 
be pointed out, of course, and it will be readily 
admitted, that there is a fascination about 
gambling that will induce men to take large 
risks even when they know that gamblers as a 
whole lose more than they gain. But this does 
not erase the fact that even gamblers are 
not attracted by the chance to make small 
gains. A lottery that offered only small prizes 
would not sell many tickets. 

It may also be admitted that small amounts 
would be invested in hazardous enterprises 
even though the chances of a profit were 
small; but would enough be invested to fi- 
nance new industries on a scale called for by 
modern industry? It is also true that much 
work is done without hope of wages, and much 
capital saved without hope of interest; but 
would there be enough work done or enough 
capital saved to man and finance our indus- 
tries? Even the Government has difficulty in 
selling enough bonds to finance a war even 
though the buyer is offered four dollars for 
every three invested. Doubtless some bonds 
would be bought if the buyer could only get 
his money back. 

About the author— 
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There is no reason to think that men will 
be more eager to invest in industrial securities 
than in government bonds; that without hope 
of profit, enough would be invested in indus- 
trial shares to finance our industries; or that, 
without the chance for large profits to the 
successful, enough would be invested in extra- 
hazardous industries to finance them. 

Enterprisers and Risk Taking 

It would seem that the enterprisers are be- 
ing called upon to assume larger and larger 
risks in proportion as they are called upon to 
relieve every one else of some of his risks. 
If this be true, it must follow that there must 
be larger and larger profits to the successful 
enterprisers. Under the free play of economic 
forces, the deterrent effect of increasing risk 
should decrease the number of competing 
enterprisers. A young man seeking a career 
would think twice before starting an enter- 
prise where he was called upon to assume all 
the risks by relieving every one else of his 
risks. This decrease in the number of com- 
petitors would help to compensate for the 
increasing risk, and make possible larger 
profits for the successful. Any successful at- 
tempt by the Government to prevent the com- 
pensatory rise in profits must result in stifling 
of enterprise and a less rapid expansion of 
industry than would otherwise occur. 

If it is deemed desirable that the function 
of risk taking should be more and more con- 
centrated upon the enterprisers, it would seem 
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desirable to accept the consequences which 
naturally accompany such concentration. 

There is much to be said in favor of trans- 
ferring the risks which are inherent in a dy- 
namic economy from those least expert to 
those who are most expert in meeting the 
necessary risks of business. It may be a part 
of the universal trend toward specialization. 
If so, why not accept the consequences of such 
a policy? 

Risk Taking and Profits 


The self-employed worker, whether farmer 
or mechanic, has always had to wait and run 
risks as well as to work. In other words, the 
three functions of working, waiting, and risk- 
ing were, in a simple state of industry, all per- 
formed by the same person. These three func- 
tions still have to be performed by some one; 
but with improved organization there is a 
tendency toward a differentiation of functions. 
Some do most, but not all of the waiting, and 
still others most, but not all of the risking. 
As pointed out above, the function of risking 
is being imposed more and more on the enter- 
prisers. Meanwhile there has come a high 
degree of specialization among risk takers, as 
illustrated by the growth of insurance. 

One of the latest plans for transferring 
more risk from the worker to the enterpriser 
is that of a guaranteed annual wage. There 
can be no objection to this plan if it is volun- 
tary and not compulsory. If imposed by gov- 
ernment, we must be prepared for larger 
profits for those industries that are able to 
carry the added risk. 

Knowing the propensity of demagogues to 
froth at the mouth at the very idea of high 
profits, we must also be prepared for frantic 
governmental efforts to prevent high profits 
or to tax them away. With this prospect 
ahead, it may be worth while for industries 
to consider the possibilities of a reversal of 
the trend toward transferring more and more 
of the risks of business to the enterprisers. 
What are the possibilities in this reversal? 

If an industry were financed wholly from 
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the sale of common stock there would be no ~ 
fixed interest charge. If all managerial sal- 
aries were based on a percentage of the profits 
earned, there would be no fixed salary charge 
going to managers. If rentals were based on 
a percentage of the income of the business, 
there would be no fixed rent to pay. And, 
finally, if a wage contract could be made for 
a sliding scale depending on the price of the 
product, the wage bill would be considerably 
less rigid than it is now. 


Is The Plan Practicable? 


As to the practicability of this plan, there 
is this much to be said. Every item in it has 
been in successful operation somewhere at 
some time. Industries have been run without 
a bonded debt. They have been run when the 
managers got no fixed salary but got salaries 
or bonuses contingent upon profits; where the 
land-owner got no fixed rent, and where work- 
ers worked for a sliding scale of wages. It 
may be possible to combine them all. 

A near approach was found in the old — 
whaling industry. Every one, from the owners — 
and the captain down to the youngest sailor, — 
got a percentage of the catch. No matter how 
small the catch or how low the price of the 
product, no one could get it all. Everyone 
got his share. Consequently there could be no 
sheriff’s sale to satisfy any rigid claim. 

At the opposite end of the scale, consider 
the hazardous state of a tenant farmer who 
must pay a predetermined cash rent, who is 
in debt and must pay a fixed interest charge, 
and a fixed wage bill. A partial crop failure — 
or a moderate fall in the price of his products — 
could easily wipe him out. Rather obviously, 
no farmer would be justified in assuming so 
many rigid costs unless there was a chance 
for large profits if he succeeded. If large 
profits are to be taxed away, the position of 
a share tenant would be more tolerable. 

Likewise, if the industrial enterpriser is 
forced to carry additional rigid costs, and to 
hand his profits over to the government, he 
may well find reason to adopt a more flexible 
form of organization with fewer fixed costs. 
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The conflict between the Treasury and the Federal 
Reserve is a current example of an old problem — 
Should government dominate a central bank? 


The Future Role of the 
Federal Reserve System 


VERY businessman and banker, and in- 

deed every citizen, has an important stake 

in the controversy now brewing as to the 
future role of the Federal Reserve System. 

The outcome will have far-reaching effects 
upon interest rates, business stability, com- 
modity prices, and living costs. It may be a 
crucial turning point in the development of 
public policy in this country. 

The issue is definitely on the agenda for the 
coming year. With deficit financing and added 
inflationary pressures in the offing, the un- 
easy truce patched up last year between the 
Treasury Department and the Federal Re- 
serve System will soon be put to the test. 

Also, a Congressional committee headed by 
Representative Patman has undertaken an ex- 
tensive inquiry into the problems of monetary 
control. In the words of this “Patman Sub- 
committee” of the Joint Committee on the 
Economic Report, the question is posed as to 
“whether our machinery for the determination 
of monetary policy—set up, for the most part, 
many years ago—is appropriate to cope with 
the problems of the present day . . .” 

Time was when this subject was generally 
regarded as being remote and obscure. But in 
recent years there has been increasing interest 
and understanding. The Secretary of the 
Treasury found this out last year when he 
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tried, by a series of inept maneuvers, to write 
an obituary for the Federal Reserve Board. 
He discovered that the Board was more vigor- 
ous, and had more and better informed 
friends, than he had supposed. Reports of its 
demise, as of Mark Twain’s, proved to be 


exaggerated. 


The Policy Conflict 

One reason was that the pegging of the 
Government bond market in 1947-48 had 
dramatized the conflict between the Treas- 
ury’s bias toward easy money and the tradi- 
tional duty of the central bank to curb infla- 
tionary credit expansion. There were exten- 
uating circumstances at that time, to be sure, 
but it was nevertheless apparent that as the 
Federal Reserve Banks bought billions of dol- 
lars of Government securities at par and 
higher, these billions were being pumped into 
the spending stream by financial institutions 
which made mortgage loans and bought new 
corporation bond flotations. 

It became clear that if the Treasury were 
to insist upon maintaining low interest rates 
and high bond prices at all times, then the 
results, under infiationary conditions, would 
be a virtually unrestrained flow of credit and 
an injurious expansion of the money supply. 
In short, if the Treasury continued indefinitely 
to rule the roost, then monetary management 
as it has been known in the past would be 
dead. 

Moreover, there has been a growing realiza- 
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tion that one of the most vital issues confront- 
ing this nation is the character of the public 
controls that are to be exercised over our eco- 
nomic activities. Can we rely mostly upon in- 
direct controls, such as monetary and fiscal 
policies, which are primarily conditioning, 
rather than coercive, factors, and which do 
not suspend the interplay of supply and de- 
mand forces in competitive markets? Or will 
we have to resort to detailed direct controls, 
which restrict individual freedom of choice 
and may threaten the functioning of our pri- 
vate enterprise system? 

The general credit policy of the Federal 
Reserve System is one of the few available 
indirect controls. If this anti-inflation weapon 
were to be scrapped, the result would probably 
be more reliance upon direct controls and 
greater regimentation of our economic life. 

Some put the case even more strongly. It is 
argued that if the independence of the Federal 
Reserve System is destroyed, so will be de- 
stroyed the independence of all member banks 
and of all people and institutions dependent 
upon those banks for services. “We have run 
through one red flag of warning after another 
in our rush toward government dictatorship,” 
says Professor Walter E. Spahr. “The red flag, 
signifying the vital importance of maintaining 
the independence of the Federal Reserve Sys- 
tem, is apparently the last of the important 
flags of warning which stand between us and 
government dictatorship.”* 


The Settlement Made in 1951 


The Korean war and the rearmament pro- 
gram brought these problems into sharp focus. 
The Treasury found itself confronted with the 
prospect of huge budgetary deficits; the Re- 
serve Board faced the problem of curbing in- 
flationary credit expansion. It was the classic 
setting for combat. 

The first round went to the Federal Reserve. 
The Treasury, hoping for a quick knock-out, 
tried openly to pressure the Reserve Board 

1 Spahr, Walter E., “Mr. Patman and the Federal 


Reserve System,” Economists’ National Committee on 
Monetary Policy, New York, 1951, p. 13. 
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into a support-at-par policy for the duration. 
But in March, 1950 the Reserve Board adroit- 
ly negotiated an “accord” which released it 
from its obligation to support the Government 
bond market at par. This was a long step 
toward the restoration of traditional monetary 
policy. 

But this truce may prove to be temporary. 
The Patman inquiry has revealed that the 
“accord” did not cover the vital question as 
to how far below par Government securities 
might be permitted to sell. The Treasury has 
reaffirmed its faith in low interest rates. A few 
months ago President Truman stated that he 
never did like the terms of the “accord.” 
Members of the President’s council of Eco- 
nomic Advisers have questioned the efficacy 
of the Federal Reserve policy. 

So it may be that a real showdown is in 
the making. Just what will happen, it is hard 
to say. To lay a ground-work for its public 
hearings, the Patman Subcommittee sent ques- 
tionnaires to bankers, economists, Federal Re- 
serve officials, the Treasury and other Govern- 
ment agencies, covering almost every conceiv- 
able aspect of credit policy. The answers to 
these questionnaires, recently published in 
two volumes comprising some 1300 pages, re- 
flect a great variety of viewpoints and contain 
many suggestions for changes in the tech- 
niques and organization of monetary manage- 
ment. 

Treasury Control and Cheap 
Money 

Although there are many shades of opinion 
on this problem, three main schools of thought 
can be distinguished—left, right, and middle- 
of-the-road. 

On the left is the Treasury Department and 
its comparatively small band of partisans. 
Representative Patman himself, of course, a 
career inflationist, is way over on the left urg- 
ing complete governmental control over money 
and credit. The party line of the Treasury 
Department itself is more temperately phrased 
than Mr. Patman’s but it still boils down to 
a plea for a very large measure of Treasury 
control. 
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The main thesis of this group is that the 
national debt has now become so large that 
the Treasury should determine interest rate 
policy. The obvious implication is that the 
Federal Reserve System should be required 
at all times to hold down interest rates by sup- 
porting Government bond prices at high levels. 
This would mean that credit conditions would 
remain generally easy even during periods of 
inflation. 

According to the Council of Economic Ad- 


- visors, the main argument for such a policy 


is that it “maintains confidence in the public 
credit and makes it possible at all times for 
the Treasury to find buyers at low interest 
rates for new securities issued to refund our 
enormous public debt.” The Council is so en- 
amoured of cheap money that it has actually 
made the amazing assertion that “low interest 
rates are always desirable.” It has concluded 
that “we must look for other ways to restrain 
dangerous inflation rather than subordinate 
the debt-management policy to traditional cen- 
tral bank operations.” 

The lessons of the past emphatically refute 
this line of argument. Both in this country and 
elsewhere, the annals are replete with instances 
where monetary policy has fallen under the 
domination of the treasury and has been per- 
verted to suit its convenience. It is inevitable 
that the Treasury, being the nation’s largest 
borrower, should be unduly prejudiced in 
favor of low interest rates. This is not only a 
logical supposition; it is amply documented 
by the record. 

It might be added that the events of the 
past year have contradicted several of the 
contentions previously advanced by the advo- 
cates of always-easy-money. Despite their 
warnings of disastrous consequences, Govern- 
ment bond prices have been permitted to de- 
cline below par. The catastrophic results that 
were forecast simply did not come true. 

At the opposite extreme from the Treasury 
and Mr. Patman are those who cling to the 


2“Hearings before the Joint Committee on the 
Economic Report,” 81st Cong., 2nd Session, Jan. 
17-20, 1950, pp. 66 and 68. 
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orthodox nineteenth century theories of cen- 
tral banking. Their dogma is that the central 
bank should be a completely “independent” 
agency concerned primarily with the “sound- 
ness” of the currency. They envision the Fed- 
eral Reserve Board as being a sort of Supreme 
Court of Finance, aloof and be-haloed, un- 
contaminated by any political considerations, 
entirely free from Governmental influence. 

This is an appealing picture in some ways, 
to be sure, especially for its pristine simplicity, 
but one may question whether it is realistic 
to cherish such a dream under present-day 
conditions. Whether we happen to like it or 
not, times have changed. Doctrines of the 
nineteenth century, even assuming they were 
valid then, may no longer apply. 

Perhaps the most significant change from 
nineteenth century conditions is that, in re- 
sponse to strong public demands, the Federal 
Government has now definitely assumed re- 


‘sponsibility for trying to maintain a high level 


of economic activity. As a result, monetary 
policy can no longer be considered as an iso- 
lated operation. It has become a matter of 
direct concern to the Government and is now 
regarded as a component part of its broad 
economic program. Government is bound to 
remain a far more powerful factor in monetary 
management than in earlier days. 


Significance of the Public Debt 


Moreover, the tremendous increase in the 
public debt can hardly be ignored. The 
Treasury’s indebtedness now constitutes ap- 
proximately half of all public and private debt 
in the United States. Also, more than $57 bil- 
lion of these Federal borrowings consist of 
Savings Bonds which are redeemable virtually 
on demand. Under these circumstances, it 
seems clear that prices and market yields of 
Government securities will not be permitted to 
fluctuate over as wide a range in the future as 
in the past. The vast public debt is today in- 
escapably a major consideration in the formu- 
lation of Federal Reserve policies. 

In addition, the increase in the public debt 
has intensified the influence of Treasury opera- 
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tions upon credit conditions. The Treasury’s 
decisions with respect to its financing in- 
evitably have a major impact upon the money 
market. For this reason the debt-management 
policies of the Treasury must now be regarded 
as constituting an integral part of monetary 
management. 

Finally, the whole concept of a completely 
“independent” central bank is of questionable 
validity. The problem of control over mone- 
tary policy is by no means new; it is as old 
as central banking itself. Even at its very in- 
ception, the Bank of England undertook cer- 
tain financial commitments to the Exchequer 
as the price of obtaining its charter. And the 
history of central banking in most countries 
clearly shows that over the years monetary 
policy has often been influenced—sometimes 
more, sometimes less—by the desires of the 
government. During wartime, the influence of 
the treasury has usually been dominant. With 
the return of peace, the central bank has 
struggled to regain a greater degree of inde- 
pendence. 

What we are witnessing today, therefore, 
is not a new play, but a revival in modern 
dress. Also, a new backdrop has been added, 
a backdrop of neither war nor peace, but half- 
and-half. In these novel circumstances, the 


Treasury wants to apply the wartime rules; 


the Federal Reserve does nct. 


The Pendulum Swings 


The general trend throughout the world dur- 
ing the 1930’s and most of the 1940’s was in 
the direction of more and more governmental 
control over credit. Most nations increased 
their public debts enormously and the central 
banks obligingly pursued easy money policies. 
But in the past few years there has been a 
decided change. Since the outbreak of war in 
Korea, the central banks of most of the lead- 
ing free nations have raised their discount 
rates and tightened credit in order to combat 
inflationary tendencies. The pendulum is defi- 
nitely swinging back, away from treasury dic- 
tation toward a greater degree of independence 
for the central banks. 
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Nevertheless, for the reasons cited above, 
this swing will probably stop far short of com- 
plete independence. After all, the regulation 
of the nation’s money supply is intrinsically a 
public function and constitutes part of the 
machinery for governing the nation. Control 
over the creation of money has always been 
recognized as a sovereign function of govern- 
ment. The duly elected representatives of the 
people cannot avoid all responsibility for the 
proper administration of this function. 

On the other hand, probably the prime re- 
sponsibility of government in this connection 
is to see to it that the monetary authorities 
are protected from undue pressures from par- 
ticular groups, either private or public. Mone- 
tary policy should be designed to serve the 
broad welfare of the people as a whole, and 
should not give excessive weight to the de- 
mands of any special interest, such as the 
treasury or the bankers. 

The founders of the Federal Reserve System 
gave considerable thought to this problem. The 
qualifications prescribed for membership on 
the Board and the provisions for the election 
of directors of the Reserve banks were de- 
signed to attract officials of high caliber and 
to prevent domination by any one group. Care 
was taken to remove the Board, insofar as 
possible, from the pressures of short-run po- 
litical expediency. It is noteworthy, however, 
that even the original Federal Reserve Act did 
not try to insulate the Reserve Board from all 
governmental influence. It provided that both 
the Secretary of the Treasury and the Comp- 
troller of the Currency should be members of 
the Board. 


Toward a Workable Solution 


The conclusion might be drawn, therefore, 
that the demand for a completely independent 
Federal Reserve System is unrealistic. A less 
extreme solution should be sought. Domina- 
tion by the Treasury must certainly be 
avoided, but in view of the Treasury’s respon- 
sibilities in connection with the huge public 
debt, it may be futile, and perhaps poor tac- 
tics, to argue that the Treasury should play 
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no part whatsoever in the formulation of 
monetary policy. A workable, common-sense 
solution may not be agreed upon unless it is 
more generally realized that the “independ- 
ence” of the Federal Reserve System must be 
relative, not absolute. 

There is another important facet to this 
matter of “independence.” The kind of ab- 
solute freedom advocated by some, implies 
not simply insulation, but also isolation from 
Government. And isolation would greatly re- 
strict the potential effectiveness of the Federal 
Reserve Board. It would be most desirable, if 
possible, that the views of the Reserve Board 
should influence the formulation of many pub- 
lic policies other than merely those relating to 
the regulation of credit. The central bank can 
make a unique and valuable contribution to 
public policy-making. If it is isolated from 
these processes, it may lose its greatest oppor- 
tunity for contributing to the public welfare. 

A Plan for Adjusting Differences 

What would the best solution be? That is 
by no means an easy question. A considerable 
variety of suggestions have already come from 
various sources. The Secretary of the Treas- 
ury, for example, has recomended the crea- 
tion of “a small consultativ: and discussion 
group within the Government, to consist of 
the Secretary of the Treasury, the Chairman 
of the Board of Governors, the Director of the 
Budget, the Chairman of the Council of Eco- 
nomic Advisers to the President, and the 
Chairman of the Securities and Exchange 
Commission.” The purpose of such a group 


would be to settle any prospective differences 
of opinion around the table and also to act as 
a top-leve’ advisory group to the President on 
hraad questions of monetary and fiscal policy. 

Curiously enough, a very similar proposal 
was made two years ago by the Douglas Sub- 
committee, the predecessor of the Patman 
Subcommittee. Now, however, for reasons best 
known to himself, Senator Douglas is hostile 
to the Treasury’s proposal. 

Nevertheless, this idea and others will 
doubtless receive further consideration. In a 
matter as fundamentally important as this, 
suggestions of this kind should not be brushed 
aside; they deserve careful study. 

It is told of a certain teacher of Money and 
Banking that he starts his class each year with 
the pronouncement that “human civilization 
had its inception some 800,000 years ago and 
reached its zenith in the establishment of the 
Federal Reserve System.” But even that pro- 


fessor might agree, I think, that the evolution 


of central banking is not at an end and that 
further improvements can be achieved. 
Changes in our monetary machinery should, 
of course, be made only with the utmost care, 
but that is not to say that changes should not 
be made. 

The hearings scheduled by the Patman Sub- 
committee could, therefore, be constructive. 
They are not likely to be if most of the par- 
ticipants adopt extreme, implacable attitudes, 
whether left or right. It is to be hoped that 
the general approach will be to try to work 
out some realistic, workable improvements in 


. the organization of moneiary management. 
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The change in the value of the dollar | | 
during recent years suggests that the record | 


may be deceptive. 


How Have Stockholders 


Been Faring? i 


HERE is a widespread impression, assidu- 

ously fostered by politicians and very much 
in evidence in the allegations of union repre- 
sentatives in wage negotiations, that American 
industrial corporations have been indulging in 
“shameless profiteering,” gorging themselves 
with “sky high profits,” throughout the last 
decade. This impression has been encouraged 
by failure of corporate accounting to take cog- 
nizance of the marked change in the value of 
money in determining charges to revenues, 
particularly in the case of depreciation cost, 
and by the failure of financial writers and 
analysts generally to make adjustments for 
this factor, and also the factor of growth, in 
presentations of comparative data of earnings 
and earning rates. 

The problem of the proper adjustment of 
corporate accounts during a period of inflation 
in such a way as to avoid misrepresentation 
is complex, and I don’t propose to deal with 
it at this time. Here my object is to explore 
the matter from the point of view of the in- 
come and financial position of the stockholder, 


W. A. Paton 


institutional machinery. It has no mind or 
consciousness of its own, and it has no finan- 
cial power or sensitivity, in the strict sense, 
apart from the human participants. Thus it 
doesn’t make sense to go about blackguarding 
the corporation as such. That’s just as sense- 
less as it would be to take a club to the car 
when it doesn’t start readily on a cold morn- 
ing. If one wants to praise or blame some indi- 
vidual or representative let him go to it, but 
it isn’t intelligent to get the hatchet out for 
the organizational mechanism. 

This means that if we are to be realists 
rather than mystics in our appraisal of the 
“facts of life” in the field of corporate activity 
we must look through the smokescreen of the 
entity to the flesh-and-blood folks involved, 
and when we do this we come to the investors, 
the stockholders, the people who put up the 


money. 
Stockholders Are People 


There’s no mystery about the stockholders. 
They have names and can be identified from 


r 
the party whose interests are at stake. The the corporate records just as can the em- ; 
corporate entity, after all, is simply a piece of ployees. The great majority of them are per- ’ 

sons of modest means, and they all have | 
About the author— grocery bills to pay just as do the rest of us. ’ 
Well known author of many books, Dr. Paton is a 
ing and Professor of Economics in this University. Class and furnish personal service in one form 
This article is adapted in part from a statement made or another. Moreover, stockholders constitute § 
by Professor Paton before the Steel Panel of the pn: c 
Wage Stabilization Board, February 14, 1952. a substantial group—at least 10 to 12 million 
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persons all told in American industry. In some 
of the large companies the stockholders are 
more numerous than the employees. The best 
known example probably is the American 
Telephone & Telegraph Co., which now has 
more than a million stockholders, with an 
average investment—as measured by the 
Company’s financial statement—of about 
$3,800 per person, as compared with 650,000 
employees (including all affiliated companies). 
Critics of “big business” often overlook the 
fact—either carelessly or deliberately—that 
the large company is typically the representa- 
tive of many “little people.” They neglect to 
see or to point out that behind the institu- 
tional facade one finds a host of small savers 
and investors. And fundamentally it is these 
people who get hurt or prosper with the ebb 
and flow of corporate financial strength. 

The contention that corporations are mak- 
ing extortionate profits at the expense of em- 
ployees and customers thus simmers down to 
the proposition that corporate stockholders— 
the millions of persons who have provided the 
funds to make corporate activity possible— 
have somehow been getting more than their 
fair share of the pie. The idea seems to be 
that the stockholders have somehow—through 
monopolistic arrangements, political pressure, 
or otherwise—wangled themselves into a posi- 
tion in which they are able to exact more of a 
slice from the total output than is warranted 
by the market value of the services they ren- 
der, the extent of their contribution to pro- 
duction. 


The Stockholders’ Share 


What is the merit of this view? The answer 
is that it has no merit whatever. Indeed, it 
represents one of the most unwarranted, un- 
reasonable propositions in the atmosphere at 
the present time—and I say this with full 
recognition of the fact that we are living in 
a period in which economic tommyrot is 
flourishing like the green bay tree. The un- 
varnished truth is that the investor class, in- 
cluding the common stockholders, is the major 
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group that has been taking a beating in this 
inflationary period, 

That the investor generally has been losing 
ground through the past decade can be dem- 
onstrated beyond debate by an examination 
of the conditions of the financial markets. Let 
me again refer to American Telephone & Tele- 
graph Co. At the beginning of 1940 a share 
of stock in this company had a market value 
of $171. And this was 1940 dollars, mind you. 
This means that if the owner of this share 
were to hold his own financially, with respect 
to the actual worth of his investment, to say 
nothing of any improvement in his welfare, 
the present price of his stock would have to 
be 325 of the 1951 dollars, each of which uas 
about half the purchasing power of the 1940 
dollar. 


Stock Price in Constant Dollars 


But what has actually happened? The price 
of this stock at the end ot 1951 was only 156, 
expressed in the cheap current dollars. Far 
from holding his own, therefore, the investor 
in this business has lost the difference between 
325 and 156, or 169 dollars, described in to- 
day’s measuring unit, approximately half the 
stake he started with 12 years ago. 

When we look at the dividend record 
through these years we find a similar picture. 
American Telephone & Telegraph has main- 
tained an uninterrupted dividend of $9 per 
year through this entire period, and this record 
is sometimes referred to as if it were a great 
accomplishment. Actually, of course, as a re- 
sult of the debasement of the dollar, the pur- 
chasing power of the dividends received has 
been cut in half. In other words, to have held 
his own, without any improvement, and with- 
out regard to his much higher taxes, it would 
be necessary for our investor now to be re- 
ceiving over $17 per year instead of the $9 
he is getting. 

This is, of course, only a token case, not 
fully typical of the over-all investor situation, 
but it’s worth citing because of the prominence 
of the company, its acknowledged financial 
strength, and its host of stockholders. 


| 
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The Dow-Jones Stocks 

Let’s next consider a cross section of indus- 
trial stocks. The best known index available 
is the Dow-Jones industrial average, an index 
based on the prices of the shares of 30 promi- 
nent companies. At the beginning of 1940 
this average stood at approximately 150, in 
1940 dollars, and at the end of 1951 the index 
was at the 269 level, expressed in 1951 dol- 
lars. This is a much better picture than that 
of the A. T. & T. stock just described, but 
nevertheless in this area too the investor has 
failed to hold its own, to say nothing of any 
improvement. In view of the decline in the 
value of the dollar the Dow-Jones industrial 
average would have had to advance to 285 
from 1940 to date to enable an investor in 
the stocks making up this average to have 
maintained the value of his investment with- 
out impairment. In view of this condition the 
references to “peak prices” of stocks that have 
frequently appeared in the newspapers in the 
last year or two are certainly uncalled for. 
Here is another illustration of careless presen- 
tation of data that are utterly lacking in 
comparability. 


New Stock Issues 


In the market for new funds there is an 
abundance of evidence that the general situa- 
tion with respect to venture capital in this 
country is very sour, notwithstanding the fact 
that prices of many listed common stocks have 
had a substantial advance expressed in dollars 
since the slump of 1946. For some years the 
flow of new common stock funds—which is 
the acid test of how people with savings re- 
gard the prospects of equity capital—has been 
hardly more than a trickle. This condition has 
become so noticeable that in the last year or 
so there has been considerable alarm expressed 
both in business and governmental circles, re- 
garding the scarcity of risk money. 

New financing has been largely in the form 
of bonds, notes, and other contractual and 
senior securities. In 1946, the first postwar 
year, the total amount of new common stock 
capital raised by all American corporations 


amounted to roughly $730,000,000, and in 
1950, generally regarded as an exceptionally 
good year, this total had fallen to $640,000,- 
000—an almost negligible figure in view of the 
over-all size of the economy. Moreover, if this 
total for 1950 is converted to 1946 dollars, the 
resulting figure is $520,000,000, which is 
about 30 per cent less than the amount raised 
in 1946. This showing certainly doesn’t indi- 
cate that people with new funds to invest are 
enthusiastic about the prospects of common 
stocks. 


Employees’ and Shareholders’ 
Earnings in Steel 

In the hearings last February before the 
Steel Panel of the Wage Stabilization Board 
Mr. Otis Brubaker, CIO economist, stated 
that in the steel industry “dividends on com- 
mon stock paid to stockholders have risen far 
faster than wages paid to employees.” He also 
said: “In addition, these stockholders are ac- 
cruing large gains in equity . . . in expanding 
businesses . . . And this equity is no ‘myth’; 
it can be cashed in on the stock market any 
day.” The facts don’t support the allegation 
that in the steel business the employees have 
been getting the dirty end of the stick as com- 
pared to the stockholders. The truth is exact- 
ly the opposite: by any reasonable, factual 
test the shareholders have lost ground during 
the last decade as compared with the em- 
ployees. It is agreed by all that there has been 
a substantial increase in real wages—the pur- 
chasing power of wages—during this period, 
whether wages are expressed in hourly rates, 
weekly pay, or on any other unit basis. I 
believe that it can be shown conclusively that 
the typical shareholder in the steel business 
through this period has not done well, that 
his actual return on his investment, including 
the effect of retained earnings on his estate, 
has been very meager—below the 6 per cent 
level that is often referred to as a fair return. 

In undertaking to show the course of “real” 
earnings for steel employees in his statement 
Mr. Brubaker properly deals in terms of units 
that mean something from the standpoint of 
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the welfare of the individual worker, namely 
hourly earnings and weekly pay, and he does 
not neglect to convert the number of current 
dollars received per period into comparable 
data through the application of index num- 
bers. 

To find out how the shareholder is doing 
requires a similar approach. In this case the 
logical unit to deal with is the share of stock. 
Moreover, since the shares of the different 
companies in the industry are not homoge- 
neous it is necessary to trace investor welfare 
in terms of specific companies; neither aggre- 
gate dividend payments nor payments per 
share by a group of companies provides a 
proper basis for appraisal of how the flesh- 
and-blood stockholder, who has invested his 
funds in a specific corporation, is getting on. 

It must also be borne in mind that there are 
only two ways in which the investor can 
actually realize any gain from his investment: 
(1) through receiving dividends disbursed by 
the company or (2) by selling his holdings to 
somebody else for more than he paid. There 
are no other possibilities, and there is no mys- 
tery about the matter. However, there is a 
complicating factor in that unrealized gain (or 
loss) may accrue to the shareholder in the 
form of an advance (or decline) in the worth 
of his shares. 


A Case Record 


I'll take the Republic Steel Corporation as 
an example. Assume the case of an investor 
holding one share of common stock in this 
company, acquired as of the beginning of 1940 
at the then prevailing price of approximately 
$23, and held to the present time. The follow- 
ing table shows how this investor has fared 
during the 12 years 1940-1951 in the matter 
of dividends. In the first column are shown 
the dividends as received in dollars of the 
period in which received. The second column 
shows the same dividends expressed in terms 
of 1940 dollars throughout. The consumers’ 
price index of the Bureau of Labor Statistics 
is used in making this conversion. 
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YEAR UNADJUSTED 1940 DOLLARS 
1940 $ .40 $ .40 
1941 2.00 1.90 
1942 1.25 1.07 
1943 1.00 81 
1944 1.00 .80 
1945 1.00 78 
1946 1.00 72 
1947 2.00 1.25 
1948 2.25 1.31 
1949 3.00 1.76 
1950 4.25 2.48 
1951 4.00 2.16 
Total $23.15 $15.44 


This is thie actual dividend picture for this 
shareholder. He has received $23.15 in divi- 


‘dends during the 12 years 1940-1951, in un- 


adjusted dollars. Converted to 1940 dollars as 
received, in terms of the index prevailing in 
year of receipt in relation to the 1940 index, 
we find that the total amounts to $15.44. 


Market Values — Adjusted 


To get the full picture, however, we must 
consider the question of what has happened 
to the market value of his stock, the only 
realistic basis on which to measure the value 
to the share owner of retained earnings. On 
Dec. 31, 1951, our investor could have sold 
his share for $41.50, cash, an increase of 
$18.50 over the number of dollars he paid for 
the stock at the beginning of 1940. However, 
it must be remembered that the dollars he will 
receive if he sells his share are year-end 1951 
dollars, a very different monetary unit from 
the dollars he invested 12 years ago. Hence it 
is necessary to convert the dollars of the two 
dates to a common denominator in order to 
make a valid comparison. Using consumers’ 
price indexes as of the beginning of 1940 and 
as of the end of 1951 for this purpose the com- 
parison works out as follows: 
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UN- 1940 
ADJUSTED DOLLARS 
Cost (and market value) 
of stock at beginning of 


1940 $23.00 $23.00 
Market value of stock at 

end of 1951 .................... 41.50 21.96 
Net gain in value .............. $18.50 $ 1.04* 
*Loss in value 


As this comparison shows, beyond question, 
the investor has not quite held his own with 
respect to the real value of his investment. 
When the market value of his holdings is 
compared in 1940 dollars we find that he 
has suffered a loss of $1.04, in the 1940 
measuring unit. 

We are now in a position to see precisely 
how the investor in Republic Steel Corpora- 
tion common stock has fared over the 12-year 
period. He has received in dividends the 
equivalent of $15.44, expressed in 1940 dol- 
lars, and he has suffered a loss of $1.04, in 
1940 dollars, in the value of his investment. 
His entire net gain for the period, accordingly, 
is the difference, or $14.40 in 1940 dollars, an 
annual average of $1.20. Applying this annual 
average to his original investment of $23 
yields a return of 5.2 per cent—by no means 
a swollen or high rate. I might add that this 
is a maximum rather than a minimum show- 
ing of his actual earning rate, as substantially 
more than half of the total dollar dividends 
were received in the second half of the 12-year 
period—years of high prices and cheap dollars. 

This is a complete report of the status of 
the investor in Republic Steel Corporation 
over the years 1940-1951. It is based on 
actual cash figures that cannot be questioned 
or brushed aside. It shows that our investor, 
far from reaping a harvest, has actually earned 
substantially less per year, on the average, 
than the 6 per cent rate conceded to be fair 
in the public utility field—a field which has 
been under close government price regulation 
for many years and in which, it is universally 
agreed, the business risks are substantially less 
than they are in the steel industry. 
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Financial Markets Are Realistic 


This survey shows that the financial mar- 
kets—which means the markets in which flesh- 
and-blood folks who have funds buy and sell 
their investments, and through which new 
savings find their way into new investments— 
have not been deceived by the unadjusted 
and unrealistic accounting for corporate earn- 
ings referred to earlier. Through these mar- 
kets, investors have been coldbloodedly ap- 
praising the shares of Republic Steel Corpora- 
tion and other industrial companies, and they 
have recognized that the so-called “retained 
earnings” during this inflationary period have 
not meant an increase in the real assets. They 
have recognized, in other words, that these so- 
called “earnings” have been largely or entirely 
absorbed by the increased number of dollars 
required to maintain intact the stock of 
physical assets on hand at the beginning of 
the inflation. 

It must be remembered that the common 
stockholder occupies the residual or buffer 
position in an undertaking, and is not assured 
of a particular level of earnings year by year 
or of any earnings. In other words, investors 
in common stocks unavoidably assume risks; 
the sales and earnings of the companies to 
which they have committed their funds are 
bound to vary through the years. Deficits for 
particular years are certainly not unknown 
among the steel companies, as can readily be 
seen by reviewing their history for any con- 
siderable period. Moreover, it would be folly 
to conclude that the bad periods for the com- 
panies in this field are all behind them. We 
are still living in a risk environment, techno- 
logically, politically, financially. Any other 
conclusion would be fatuous. It follows that it 
is unreasonable to undertake to judge the 
earnings of risk capital solely on the basis of 
the showing of two or three years of operation 
at 100 per cent capacity. 


Implications for Public Policy 
I think it is time we called a spade a spade, 
and recognized explicitly that this policy of 
continuously sniping at “profits,” and blam- 
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ing everybody’s troubles on our business cor- 
porations and their stockholders, is unrealistic 
and ruinous. Those who believe that we can 
keep on increasing taxes, raising wages, and 
at the same time perform the incredible feat 
of financial wizardry of holding down prices, 
by the simple expedient of asking investors to 
tighten their belts another notch, are day- 
dreaming. The dividends paid to all stock- 
holders in 1951—a record total in dollars— 


amounted to less than 4 per cent of the total 
personal income of the country, and if every 
dime of these payments were confiscated it 
would provide only 10 per cent of what the 
Federal Government proposes to spend in the 
next fiscal year. Moreover, anyone who might 
be silly enough to propose such confiscation 
would do well to remember the old saying that 


while you can shear a sheep every year you 
can skin it only once. 
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PUBLIC FAVORS TAX LIMITATION 


Hard-pressed taxpayers in the upper income 
brackets, who are faced with a new boost when 
Congress passes the tax bill, can take comfort 
in this fact: A drive to limit Federal taxes 
to a maximum of 25 per cent of income is 
winning the approval of the American public, 
reports George Gallup, Director of the Ameri- 
can Institute of Public Opinion. 

The legislature of 25 states have gone on 
record urging a constitutional amendment to 
set the 25 per cent limit. If 32 states adopt 
the resolution, Congress will be forced to act. 

Persons in the upper income brackets have, 
for obvious reasons, long been in favor of a 
tax limit. At present the government takes up 
to about 90 per cent on very large incomes. 

Whether the general public, living on mod- 
est incomes, would approve the idea of letting 
the wealthy off more easily through a 25 per 
cent limit has always been a question. 


To find the answer, the American Institute 
of Public Opinion put this issue before the 
country: 

“It has been suggested that a law be passed 
so the Federal government could not take 
more than 25 per cent, or one-fourth, of any 


‘ person’s income in taxes except in wartime. 


Would you favor or oppose this 25 per cent 


top limit?” 
Here is the vote: 
Favor limit ........... 59% 
No opinion ........... 10 


100% 

As might be expected, persons who are in 
the upper income brackets voted overwhelm- 
ingly for the tax change, but those in more 
modest circumstances are only slightly less in 
favor. 

The difference is illustrated by this vote by 
education levels: 


25% Income Tax Limit? 


College 

63% 
Oppose 34 
No opinion ............ 3 

100% 
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High School Grade School 
63% 55% 
30 30 
7 15 
100% 100% 
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MICHIGAN BANK DEBITS 
12 CITIES — LOWER PENINSULA 
(ADJUSTED FOR SEASONAL VARIATION ) 
ou 
1948 1047 1948 1949 19860 198) 1962 


BANK DEBITS—THE MOST INCLUSIVE MEASURE OF BUSINESS ACTIVITY — Since 
Korea bank debits have been erratic but show no clear trend, varying just above the five billion __ 
dollar level. 


MICHIGAN BANK DEBITS 
12 CITIES — UPPER PENINSULA 
(ADJUSTED FOR SEASONAL VARIATION } 


UPPER PENINSULA BANK DEBITS — Without exception the first quarter debits in the Upper 
| Peninsula have exceeded by a small amount the corresponding figures for 1951. — 
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“] ELECTRIC POWER CONSUMPTION 

TEN MICHIGAN CITIES 

| CONSUMPTION power the first quarter at a level slightly 


MICHIGAN EMPLOYMENT 
(WAGE @ SALARY WORKERS) 
1947 1948 1980 1961 


EMPLOYMENT — First quarter employment was remarkably steady though at a level well below 
the peak of March, 1951. 
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Violation of wage regulations may mean trouble. 
Here’s what the Government is doing about it. 


Enforcement of Wage 
and Salary Regulations 


XECUTIVES who must study the applica- 
tion of complex wage and salary regula- 
tions to their payroll adjustments are being 
reminded that these regulations have “teeth” 
and must be carefully observed. In January, 
the Regional Enforcement Commission for 
Michigan issued a decision against the J. D. 
Hedin Construction Company, of Washington, 
D. C., disallowing the sum of $40,000.00 as a 
tax deduction and the same sum as part of the 
contract price for construction of a Veterans’ 
Hospital near Ann Arbor. The contractor 
was found to have paid bricklayers $9,676.76 
more than the regulations permitted. The 
total payroll for the period in violation was 
$116,131.50. On appeal the National Enforce- 
ment Commission modified this penalty by 
eliminating the contract disallowance and re- 
ducing the tax disallowance to $37,783.91. 
This case was instituted under the Defense 
Production Act of 1950 which provides severe 
penalties for violation of wage and salary con- 
trols established pursuant to the Act. There 
is a provision for criminal prosecution. The 
Act also provides for disallowance of all or 


About the author— 


Leonard A. Keller, Associate Professor of Indus- 
trial Relations and a lawyer of many years of practi- 
cal experience in union-management relations, is also 
Chairman of the Regional Enforcement Commission 
for Michigan of the National Wage Stabilization 
Board. The opinions expressed in this article are his 
own and not those of any government agency with 
which he has been or is connected. This article is a 
revised version of an article by the same author 
which appeared in the Michigan. State Bar Journal, 
March 1952. 
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part of the wages or salaries tainted with 
illegality for tax deduction, or other govern- 
mental purpose. Section 405(b) of the Act 
makes it unlawful for an employer to pay and 
an employee to receive payments of wages, 
salaries, or other compensation in violation of 
the regulations. It further provides that the 
President shall prescribe “the extent to which 
any wage, salary, or compensation payment 
made in contravention of any such regulations 
or orders shall be disregarded by the executive 
departments and other governmental agencies 
in determining the costs or expenses of any 
employer for the purposes of any other law 
or regulation.” This function, among others, 
was delegated by the President to the Eco- 
nomic Stabilization Administrator, and by him 
redelegated to the Wage Stabilization Board. 

The Board, by resolution adopted June 13, 
1951, established the three-member National 
Enforcement Commission to make the deter- 
minations provided by the Act. The Commis- 
sion, unlike the Board, is not a tripartite 
agency, composed of members representing 
industry and labor as well as the public. It is 
an “all-public” tribunal. Regional Enforce- 
ment Commissions have also been established 
in various principal cities. The determinations, 
recommendations, and certifications provided 
for in the Resolution are made by the Na- 
tional Enforcement Commission, “subject to 
the general policies of the Wage Stabilization 
Board.” Thus the Commission may be said to 
be a quasi-judicial tribunal, independent, 
except for general policy, of the Wage Stabili- 
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zation Board. This is also true of the Regional 
Commissions, in cases in which no appeal is 
taken. 

The Board, in its resolution of June 13, 
1951, made it clear that violations might en- 
tail disallowance of the entire wage or salary 
found to be in contravention, and not merely 
the amount thereof representing the increase 
actually made in contravention. Upon certifi- 
cation, other agencies of the government are 
required to disallow such illegal wage or salary 
payments for: (1) the calculation of tax de- 
ductions under the revenue laws of the United 
States, (2) the determination of costs or ex- 
penses under any government contract, (3) 
the setting or approving of maximum price 
ceilings, and (4) the determination of any 
employer’s costs and expenses for the purposes 
of any other Federal law or regulation. An 
Enforcement Commission, if it finds mitigat- 
ing and extenuating circumstances to exist, 
may prescribe an amount less than the entire 
wage and salary in contravention and deter- 
mine the particular agency or agencies which 
are required to disregard and disallow the 
amount so determined. These determinations 
are conclusive on other agencies. The Resolu- 
tion also provides that the Board “may recom- 
mend” that violators be denied assistance in 
priorities and material allocations by the 
agencies in charge of such functions. 


Investigation and Prosecution 


Knowledge of violations may emanate from 
various sources. They may be discovered by 
the Wage-Hour Division of the Department 
of Labor in the course of investigations under 
the Fair Labor Standards Act, or by the 
agents of the Board in the course of their 
analyses of pending cases. Not infrequently, 
employers disclose violations voluntarily in an 
honest effort to assure compliance. Complaints 
are made by other employers and by em- 
ployees. All such cases, unless trivial in nature, 
are investigated by the Wage Stabilization 
Board. In the absence of special circumstances 
calling for action by the National Wage Sta- 
bilization Board, investigations are carried on 
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by or under the direction of the Regional 
Counsel of the Regional Wage Stabilization 
Board. In addition, a staff of inspectors is 
engaged in making investigations of employers, 
or of particular areas or industries, to discover 
possible violations. It is estimated that one out 
of every ten employers will be checked in the 
course of this work. 

A violation having been alleged or estab- 
lished, at least on a prima facie basis, the 
Regional Counsel, in the ordinary case, will 
send an investigator to the employer and de- 
velop the facts of each situation. The employ- 
er will then be asked for explanations and 
given an opportunity to demonstrate that he 
is not in violation, or that mitigating and ex- 
tenuating circumstances exist which may justi- 
fy reduction of the penalty, or exonerate him 
completely. A recalcitrant employer may be 
compelled, by subpoena, to submit to investi- 
gation and inspection of his records.” It is the 


- function of the Regional Enforcement Attor- 


ney to secure compliance, not “crack down” 
on violators. Consequently, disclosure and dis- 
cussion of possible violations, a course already 
chosen by many employers, is encouraged. 


“Consent” Disallowances 

Not infrequently, an employer will be will- 
ing to consent to a disallowance of all or some 
part of wages and salaries paid admittedly in 
contravention of the regulations rather than 
contest the issues of violation and the proper 
amount to be disallowed. If the Regional 
Counsel agrees, the settlement will be pre- 
sented to the Regional Enforcement Commis- 
sion for approval. The employer will be re- 
quired to admit the violation, consent to the 
disallowance, and waive the right to the issu- 
ance of a complaint and to hearing. The Re- 
gional Enforcement Commission may reject 
the settlement, or fix a lesser penalty than 
that stipulated. If either party objects to the 
determination, the matter will proceed to de- 
termination after hearing. 


2 General Procedural Regulation, issued September 
29, 1951, Sec. 3.2. 
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Procedure in Contested Cases 


Under the General Procedural Regulation 
issued on September 29, 1951, contested cases 
of enforcement are initiated by complaint 
issued by the Regional Counsel. At least ten 
days notice of hearing must be given. The 
complaint must contain a statement of the 
facts alleged to constitute a violation of the 
Act and advise the employer that he may be 
represented by counsel at the hearing and 
that he will be given full opportunity to pre- 
sent testimony and examine and cross-examine 
witnesses. An answer may be filed, but is not 
required. 

The Regulation should be consulted as to 
such procedural matters as the issuance of 
subpoenas, adjournments, and intervention. 
The testimony may be oral or presented in 
stipulation form. The rules of evidence pre- 
vailing in courts of law or equity are not 
controlling. 

The hearing may be conducted by a panel 
or hearing officer appointed by the Regional 
Commission, or may be before the Commission 
itself. In the former case, proposed findings 
are submitted by the panel or hearing officer 
to the Commission. Written objections or com- 
ments on such proposed findings may be sub- 
mitted within fourteen days by the parties. 

The findings and determination of the Re- 
gional Commission must be in writing and are 
final, subject to appeal by Petition for Review 
to the National Enforcement Commission 
within fourteen days after mailing of the Re- 
gional Commission’s findings and determina- 
tion. The National Enforcement Commission 
may affirm, reverse, or modify, or send the 
case back to the Regional Commission for 
further action. The action of the National En- 
forcement Commission is final. 


Mitigating and Extenuating 
Circumstances 
Assuming a violation is found to exist, the 
effect of mitigating or extenuating circum- 
stances may then be considered in assessment 
of the penalty. There is no authoritative list 


of all such circumstances, nor any “rule of 
thumb” by which the effect of their presence 
can be measured. The Economic Stabilization 
Administrator’s General Order No. 15 on Dis- 
allowance Policy and Proceduze provides that 
extenuating and mitigating circumstances 
which may be taken into account include: 

“(i) prompt and voluntary disclosure of 
possible violation; (ii) prompt and full co- 
operation with investigating and other offi- 
cials; (iii) prompt remedying of violation of 
applicable rules, regulations, or orders; (iv) 
the adoption of prompt and adequate measures 
to prevent repetition of any violation of ap- 
plicable rules, regulations, or orders; (v) in- 
advertent rather than intentional and willful 
violations; (vi) such other factors as may be 
appropriate in the particular case.” 

As decisions of the Regional Enforcement 
Commissions accumulate, a pattern may 
emerge upon which some reliance may be 
placed. This may prove particularly true as the 
decisions of the National Commission appear. 

Obviously, a violation which involves only 
a small number of employees in a large group, 
which is limited in time, or which is in a rela- 
tively insignificant amount is less serious than 
one of major proportions. In several cases, dis- 
allowance has been limited to the amount paid 
in excess of that allowable under the regula- 
tions, where the number of employees was not 
large.® 


Compliance and Good Faith 


Violations of wage controls may be due to 
inadvertence, understandable ignorance, mis- 
interpretation of the regulations, or even mere 
miscalculation. They may on the other hand 


3 Commercial Bank in Panama City, Case No. 
5-E-1, (16 employees, amount disallowed, $1,625.04) ; 
M. P. Brothers, Inc., Case No. 5-E-2, (11 employees, 
amount disallowed, $1,449.33); Gray Knox Marble 
Company, Case No. 5-E-3, (83 employees, amount 
disallowed, $5,200.00); J. O. Goshorn Company, 
Case No. 5-E-4, (50 employees, amount disallowed, 
$2,291.02) ; Clausen & Sons, Inc., Case No. 8-E-1, 
(one employee, amount disallowed, $190.00) ; Ernest 
F. Cattoor, Case No. 8-E-2, (three employees, amount 
disallowed, $451.00). In one case involving 8 hotel 
porters, twice the amount of the illegal excess 
($537.44) was disallowed, New Finlen Hotel Com- 
pany, Case No. 8-E-3. 
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be deliberate or due to careless disregard of 
the necessity for compliance. Similarly, an 
employer may fail to seek the advice available 
from the Wage-Hour Division of the Depart- 
ment of Labor, or a Regional Wage Stabiliza- 
tion Board, fail to file the required reports, or 
fail to seek the necessary approval of an in- 
crease which would, perhaps, be approved 
upon petition. All such delinquencies, and the 
extent to which they exhibit the presence or 
absence of good faith and diligence, may have 
a bearing upon the assessment of penalties. 
Similarly the degree of cooperation with en- 
forcement attorneys in the prompt disclosure 
of facts and willingness to discontinue viola- 
tions, or even “roll back” the excessive pay- 
ments, are factors taken into consideration. In 
all of the consent disallowance cases men- 
tioned, some of these circumstances were con- 
sidered in extenuation. In the Clausen & Sons, 
Inc. case, the Commission stated, “while ig- 
norance cannot excuse a violation of the Act, 
during this early stage of the administration 
of the Act, ignorance not amounting to a care- 
less disregard of the Act may be considered 
in mitigation of the sanctions to be imposed 
on violators.” Circumstances showing good 
faith and diligence, in one case‘, were con- 
sidered sufficient to warrant dismissal of the 
complaint, even though the employer had con- 
sented to a disallowance approximately equal 
to the amount paid in excess of that allowed. 
The Commission, summarizing its recital of 
the employer’s efforts to comply, said “The 
Commission finds that the facts above stated 
are fully extenuative of Respondent’s violation 
of the Act. It believes that to impose any 
punitive sanction—even the mild one recom- 
mended—where the violation was, at worst, 
merely technical; where the violative act was 
done with the approval of the proper author- 
ities, after consultation with them; where 
there have been prompt and co-operative 
efforts to attain full compliance; where such 
compliance has been attained; where the evi- 


* Keegan Steel Fabricating Company, Case No. 
st See also, W. H. Barber Company, Case No. 
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dence not only fails to support but even 
negatives the existence of either an intent to 
violate the Act, or even a careless disregard 
of it, would not be in furtherance of the aims 
of the Act.” In the Hedin case, the National 
Enforcement Commission, quoting from the 
decision of the Regional Commission, said, 
“Without doubt an effort in good faith to 
comply with wage stabilization regulations 
should be taken into consideration in mitiga- 
tion or extenuation of a violation. On the other 
hand, a deliberate failure to conform to these 
regulations should be considered an aggravat- 
ing circumstance. The procedure established 
by the Board is not to be considered empty 
formality. It is important machinery for the 
maintenance of stabilization and for the pre- 
vention of violations. Its integrity must be 
assured.” 


Manpower Shortages 


Not infrequently, an employer will think 
wage increases are necessary to keep or attract 
employees and is tempted to violate the regu- 
lations. Under a directive issued by Defense 
Mobilization Director, Charles E. Wilson, on 
August 16, 1951, the Wage Stabilization 
Board is not permitted to grant wage increases 
to alleviate manpower shortages unless the 
other governmental agencies concerned with 
production and manpower problems certify 
that an increase in wages is necessary to the 
operation of essential civilian or defense ac- 
tivities. A procedure for “rare and unusual” 
cases of this kind has been prescribed by the 
Board. In view of these directives, it is diffi- 
cult to see how an employer, no matter how 
desperate his situation, can excuse a violation 
on this ground. In the Hedin case, however, 
the National Enforcement Commission took 
into consideration the urgent and consistent 
pressure brought upon the employer by the 
Veterans Administration for completion of the 
hospital. Also, the decisions in the Catoor and 
New Finlen Hotel Company cases both indicate 
that the employers’ business necessities were 
taken into consideration in fixing the penalty. 

To what extent union or employee pressure 
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may operate as a mitigating circumstance in 
cases of violation is a question not yet dealt 
with in any decision. It is a familiar principle 
that such pressure does not excuse violations 
of the National Labor Relations Act. Whether 
it may be taken into consideration where the 
employer yields reluctantly to demands for 
wage increases remains to be seen. Indulgence 
in such situations, as in the case of violations 
caused by manpower requirements, might be 
detrimental to the entire stabilization pro- 
gram. 

One may speculate endlessly as to other 
circumstances which might affect the amount 
of the sanctions imposed or their character. 
In the Hedin case, it was urged that the em- 
ployer’s wage increase was only granted to 
equalize his rate with wages or extra allow- 
ances paid by others in the area and that con- 
sequently the increase had no unstabilizing 
effects. A violation perhaps may be mitigated 
by approval by the Board of the increase, 
especially if the approval is given retroactive 
effect. In such case, the employer may be 
faced with the difficult choice of continuing 
or discontinuing the increase pending disposi- 
tion of his petition. Even if the petition is ap- 
proved, moreover, he has not necessarily ex- 
tinguished the violation since approval may 
have been required prior to his making the in- 
crease effective. This obviously would not be 
the case, however, where he had merely 
neglected to file a required report of an in- 


crease otherwise lawfully granted. The effect 
of such failure, standing alone, has not been 
determined. 

Salary Regulations 

Section 405(b) of the Defense Production 
Act applies to salaries as well as wages. Under 
General Order No. 8 of the Economic Stabili- 
zation Administrator, issued on May 8, 1951, 
a five member Salary Stabilization Board, all 
of them representing the public, and the Office 
of Salary Stabilization were established. They 
have jurisdiction over salaries and other cr~. 
pensation paid to executive, administrative, 
and professional employees, and outside sales- 
men, if they are not represented by a union 
in dealing with their employers. The Office of 
Salary Stabilization under Section 6 of the 
Order has the duty to administer “and en- 
force” the salary stabilization program as 
established by the policies of the Board. 

No announcements have been made as to 
enforcement. It may be handled by salary 
stabilization officials with final determinations 
under Section 405(b) reserved to the Board 
itself, or jurisdiction to hear and determine 
cases may be conferred upon the National and 
Regional Enforcement Commissions of the 
Wage Stabilization Board. It cannot be pre- 
dicted, therefore, in what respects enforcement 
will differ in practice and principle from wage 
regulation enforcement. 


BUSINESS BRIEF 


COUNSELING IN INDUSTRY 

“Counseling in Industry” is the subject of 
BUSINESS INFORMATION SOURCES, 
just issued by the Business. Information 
Bureau of the Cleveland Public Library. It is 
a selected list of more than a hundred refer- 
ences dealing with counseling—how it is used 
in industrial organizations, what the counselor 
does, the background and training needed to 
do this type of work, how he can help the 
employee to make necessary adjustments, and 


work with veterans and with women in in- 
dustry. 

Copies of this bulletin are available for a 
handling charge of 10c each. Address your 
request to: 

Miss Rose L. Vormelker, Head 
Business Information Bureau 
Cleveland Public Library 

325 Superior Avenue 
Cleveland 14, Ohio 


wre 


mee 


Michigan Business Kevin ™ 


AY, 


MERICAN management men have two 
selling jobs to do. We, of course, sell the 
products of our businesses. We must also sell 
the system which makes our businesses pos- 
sible. 

Too many people do not understand that 
business, to be successful, must be allowed to 
operate in a free economy. Our first defense 
of the American business system, then, is to 
try to help people understand it. 

Recently, a cross-section of high school stu- 
dents was asked some questions about busi- 
ness, The answers given by these young people 
—our future citizens—are eye openers. 

“Are you in favor of government operation 
of all business?” they were asked. 

Sixty-five per cent answered YES! 


“Is government control, rather than compe- 


tition, needed to keep prices at fair levels?” 

Fifty-nine per cent said YES! 

“Should the government control banks?” 
Yes! Sixty-seven percent. 

Steel companies? Forty-nine per cent said 
YES! The railroads? Fifty-nine per cent! 

These youngsters believed that average 
company profits are 50 per cent; that stock- 
holders get back 24 per cent; that average 
investment per worker in plant and equip- 
ment is only $81 instead of $7,000! 

Where do young people get these ideas? 


About the author— 
An official of the Corporation, Mr. Haien 


Chrysler 
is chairman of the local board of Junior Achieve- 
ment in Detroit. 
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This is the story of Junior Achievement, a program 
in which high school students learn the facts about 
business by running their own businesses. . 


Accent on Youth 


John Haien 


Where do they get the attitudes reflected in 
the answers? 

They don’t get them from business, because 
business is not telling its story! 

Business is not selling itself. Business has 
left a vacuum in ideas. And someone else is 
filling that vacuum. Our young people do not 
know what business is or how it operates, 
because we haven’t told them. Human beings 
are inclined to be suspicious of things they do 
not understand. We cannot blame teen-agers 
for negative ideas if we failed to give them 
positive answers to questions on business. 


Learning Through Junior 
Achievement 

American youth will come up with the right 
answers if American business sells itself. I 
think the most effective way of showing our 
teen-agers what business is and how it oper- 
ates is found in Junior Achievement—a grow- 
ing public relations program of youth educa- 
tion under which high school students learn 
the facts about business by running a business 
of their own. 

Junior Achievement develops understanding 
of our private enterprise economy by making 
it possible for teen-agers to get personal ex- 
perience in the operation of a miniature cor- 
poration which duplicates on a small scale the 
creation and operation of a regular business. 

They know, after running their own com- 
pany for eight months, that making a profit 
requires a lot of hard work. They know, be- 
cause they work on their own abbreviated pro- 
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duction line, that high manufacturing costs on 
their product handicap its sales. They know, 
from ringing doorbells and from meeting skep- 
tical purchasing agents across a desk, that 
sales just don’t happen, but must be made by 
someone. They know these things because they 
have experienced them—not because someone 
has told them so. 

This year some 1400 young people are run- 
ning 114 of their own companies in the De- 
troit area alone. And in other areas through- 
out the country, from Boston to San Diego, 
and from Houston to Minneapolis, there are 
thousands of other teen-agers managing Junior 
Achievement companies. 


How Junior Achievement Works 


In the fall, these high school students hear 
about Junior Achievement in their high school 
assemblies or from friends. They form, in 
groups of 10 to 15, into separate companies 
meeting in the Junior Achievement Business 
Center, which is supervised by a paid staff 
man. Under the guidance of volunteer adult 
advisers, drawn from local business and in- 
dustrial firms, the youngsters decide on a 
product or service to produce and sell. Every 
member of the company is a member of the 
“board of directors” so that they all partici- 
pate in the making of decisions. 

The first decision is the selection of a prod- 
uct or service for their company. Although 
they have to rely a bit, at this stage, on their 
advisers’ experience, they do have to consider 
material costs, saleability, necessary equip- 
ment, production practicalities, and other fac- 
tors that are familiar to us but which they 
have never thought much about up until this 
time. Wood, plastic, and chemical household 
aids are the most popular product categories 
because of the ready market in their own 
homes and because they do not usually require 
much in the way of heavy production equip- 
ment. 


Raising Capital 
Then comes another decision: “How are 
they going to get the money to start in busi- 
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ness?” The answer is given by the adult ad- 


visers. They explain the basic necessity of 
capital. They point out that every business— 
from the small delicatessen just down the 
street, to the big company mass-producing 
consumer goods—had to have money to start 
operating. They point out that the delicatessen 
owner used money—either from his own say- 
ings, obtained from relatives, or borrowed 
from a bank. And then the advisers point out 
that the Junior Achievement company is going 
to borrow money the same way—except that 
it is going to sell stock in the company rather 
than making a loan on a personal basis. Thus 
operating capital is presented in terms of the 
youngsters’ immediate, personal interest, not 
as a concept in a book on economic theory. 

They face another decision. How much 
capital do they need? More figuring, more 
planning until they arrive at the amount 
they'll need. Usually, total capitalization of 
the company will range between $100 and 
$200. They sell their stock at 50 cents a share 
and with a limit of 5 shares per person. Here 
they learn, by answering questions, about 
“risk” in risk capital. Some potential investors 
ask, “Do you guarantee that I'll get my 
money back?” In finding the answer to this 
question, the teen-age stock salesmen learn 
that “big” companies don’t guarantee a re- 
turn, that the investor is taking a chance, and 
that he is entitled to a dividend because he 
takes that chance. 

The company’s capital goes into its own 
bank account. Using checks countersigned by 
an adviser, the youngsters buy their raw 
materials, pay a charter fee of $1.50 to Junior 
Achievement, and pay the first month’s rent 
on their quarters in the Junior Achievement 
Business Center. 


Manufacturing Their Product 


In manufacturing their product, the com- 
pany uses the light machinery at the J.A. 
business center. They pay a capital deposit 
fee for the use of this equipment. At the end 
of the year, when they deliberately go out of 


business, 80 per cent of this deposit is re- | 
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turned, the 20 per cent being figured as de- 
preciation. 

Production is uppermost in their minds 
right after they get organized because they are 
eager to hit the Christmas market. Samples 
are made to be used in getting orders, which 
sometimes exceed the company’s production 
capacity. Like the time a young super sales- 
man got an order from a department store for 
asbestos pad rests for household irons. In the 
rosy glow of landing a big order, the boy did 
not notice that it called for 100 dozen instead 
of the 100 he had thought. As a result, the 
company had to work overtime and extra 
nights to fulfill the commitment he had made. 

Every member of the company is also a 
member of the board. Once a month, they hold 
a board meeting to assess the company’s prog- 
ress. Before Christmas, the chief problem is 
usually production. 


Selling Their Product 
After Christmas, they really come to grips 
with bed-rock reality. They have run out of 
markets—or so they think. They have sold 
their products to parents, brothers and sisters, 
aunts and uncles, and teachers and neighbors. 
Faced with the prospect of having to sell to 
total strangers, they get cold feet—until they 
realize that unless they move some of their 
production, they will start losing money. And 
they see that rent continues; that much of 
their stockholders’ money is tied up in raw 
materials or in inventory; and, more impor- 
tant, that wages must be paid even when there 
is no income from sales. (As their own board 
of directors, they set their own wages which 

are usually 15 to 25 cents an hour.) 
This is not economic theory; this is harsh 


reality that concerns them personally. With-. 


out sales, no income; without income, no 
wages. But more important from the young- 
sters’ standpoint, no income means disappoint- 
ing the stockholders. This sense of responsi- 
bility to stockholders developed by Junior 
Achievement in these youngsters is surprising 
and heart-warming. 

Another lesson they learn from their sales 
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is the meaning of individual initiative and the 
need for incentives to reward those who do 
the best work. Individual initiative is not just 
a phrase—it is the clear fact that Charlie has 
sold twice as many Widgets as Jack and that 
the latter should not expect to get as much 
money until he matches Charlie’s sales. Again, 
the youngsters learn from personal experience. 


Accounts and Reports 


Throughout the year, the company’s treas- 
urer keeps the corporate records in a complete 
set of books prepared for Junior Achievement 
by a special project committee of the Ameri- 
can Institute of Accountants. Expense and in- 
come are itemized and carried to a monthly 
balance sheet. Payroll records are kept, and 
checks drawn against the bank account to pay 
company bills. 

In May, each company goes out of business, 
deliberately. Inventory is liquidated, bills 
paid, and hand tools and supplies are sold for 
what they will bring. If the company has been 
successful, and most of them are, the stock- 
holders get back their original investment plus 
a dividend and a report from the company’s 
officers. Sometimes, of course, a company will 
not fare so well financially, and the board of 
directors is faced with the unpleasant task of 
explaining “why” to shareholders. Preparing 
this sort of report can often be a good educa- 
tion in itself. 

In preparing their reports, the youngsters 
see the relation of taxes to profits. Although 
they are not required to pay federal income 
taxes, as Junior Achievement is non-profit and 
educational, they usually include in their re- 
ports a statement showing what dividends 
would have been if they paid taxes as regular 
firms do. 

By the time they have liquidated their com- 
panies, these youngsters have a good under- 
standing of the basic facts about business, 
because they have lived the facts. They have 
learned by experience. They know that it takes 
a lot of hard work to make a 10 per cent 
profit, let alone one that will return a mythical 
24 per cent to stockholders. They know that 
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“capital” is an absolute necessity to start a 
company, which means, in turn, more goods 
and more jobs. They know that sales don’t 
make themselves, but must be made by the 
salesman. And they know that individual 
initiative is not a phrase—because they have 
seen how extra work and extra thought have 
made their company more successful than it 
would otherwise have been. 
Special Incentives 

Special incentives, in addition to the wages 
and salaries they pay themselves, are offered 
by Junior Achievement. There are individual 
certificates recognizing their development in 
the program. There are trips to the national 
convention of their own trade association. 
There are prizes and trips to conventions of 
regular industry trade associations, paid for 
by the groups concerned, and there are 
scholarships for colleges and post-high school 
training. 

This year there are 91 scholarships offered 
by individuals, by foundations and by colleges 
themselves, which are available to qualified 
teen-agers who have done outstanding work in 
Junior Achievement. 

The New York Stock Exchange annually 
offers a bronze trophy to the Junior Achieve- 
ment company which turns in the best stock- 
holder report regardless of how the company 
did financially, and gives the president and 
treasurer of the company a four-day trip to 
New York. 

But to most of the Achievers, the oppor- 
tunity to get business experience and the 
chance to meet business people from local 
firms are incentive enough. The youngsters are 
realists. They see that, in getting a chance to 
show their abilities to their advisers, they are 
bettering their chances of employment when 
they get out of high school. 


Contacts With Their Advisers 


The contact between the Achievers and 
their advisers is “Point of Sale” in Junior 
Achievement. First, because the advisers guide 
the youngsters in their company activities and 
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so help them to get at the realities of business, 


Second, and just as important, the advisers 
provide a point of contact with business man- 
agement, so that the young folks think of 
business in terms of people rather than in 
terms of bogey-man phrases like “big shots” 
or “rich guys.” 

This is one of the most important things in 
Junior Achievement—the fact that it helps 
these future citizens to identify themselves 
with business. Meeting every week with jun- 
ior executives who are advisers, selling a share 
of stock to the president or chairman of the 
sponsoring company, the Achievers think of 
businessmen as “real people” rather than 
words in a text book. They no longer think of 
“business” as a textbook term or as a word 
in a newspaper. They think instead of Joe 
Smith, their adviser, who helped them sweat 
out their production problem. Or they think 
of that “nice” Mr. Jones who sat next to them 
at the Junior Achievement recognition ban- 
quet and was interested in comparing sales 
problems. As one tactful youngster said to an 
adviser after our Detroit banquet: “Gee! 
That Mr. Ford is just like everybody else.” 


Organization of Junior 
Achievement 

Junior Achievement was originated in 1919 
by the late Horace A. Moses, then Chairman 
of the Strathmore Paper Company. It was 
originally a group of handicraft clubs oper- 
ating in New England. In 1942, it was re- 
organized into a national program with head- 
quarters in New York. 

Junior Achievements National Headquar- 
ters is concerned with over-all policy, granting 
charters, expanding the program into more and 
more areas, providing program and adminis- 
trative services to local Junior Achievement 
units, training personnel and national pub- 
licity. 

The key operating units are the decentral- 
ized local Junior Achievement boards, made 
up of business, civic, and educational leaders 
of the community. Each board is autonomous 
and governs itself so that the local community 
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may utilize the Junior Achievement program 
to best advantage. Necessary funds for the 
program are raised by the businessmen on the 
committee and, except for a 10 per cent Na- 
tional participation share, are used locally. 
Working with the local board is a J.A. Execu- 
tive director, a paid staff man, who runs the 
program under the direction of the board. 


Business Leaders Participate 


In Detroit, where I have been privileged to 
serve as chairman of the local board, Junior 
Achievement began in 1949 under the leader- 
ship of Walter S. McLucas, chairman, 
National Bank of Detroit, and Emmett F. 
Connely, then chairman, First of Michigan 
Corporation. There were two business centers, 
on the east and the west side of Detroit, which 
housed 63 of these small-scale companies. The 


following year, a smaller center was set up in 


Wyandotte, and this past year, programs were 
begun in: Dearborn, Monroe, Taylor, and 
Wayne. A total of 114 J.A. companies were 
chartered last fall, making the Detroit area 
program the third largest in the country. 

We in Detroit are proud of our record. But 
at the same time we know that we are far 
from our goal. Nationally, too, Junior 
Achievement has just begun to scratch the 
surface. The task is one of selling—selling the 
economic facts of business to the people who 
will be tomorrow’s citizens, 

On the national board of directors of Jun- 
ior Achievement, Inc., are such leaders as 
Charles R. Hook, chairman of Armco Steel; 
S. Bayard Colgate, chairman of Colgate Palm- 
olive Peet Co.; Larry C. Hart, vice-president, 
Johns Manville Co.; Roy W. Moore, presi- 
dent, Canada Dry Ginger Ale, Inc.; and 
Robert L. Lund, industry counsel. 

Members of local boards are of the same 
high calibre. But these men cannot do all the 
selling that must be done if Junior Achieve- 


ment is to do the job it can do. Every manage- 
men man must help, because Junior Achieve- 
ment is our business, the business of every 
businessman. 


How Businessmen Can Help 


You and your business can, I am sure, help 
this most practical program in three ways: 

One: Agree to sponsor as many Junior 
Achievement companies as possible and pro- 
vide good advisers for those companies. (In 
case you are not in an area where J.A. is now 
operating, you can actively assist in the 
formation of a program—even in small indus- 
trial communities where your firm is the only 
large business in the locality.) 

Two: Contribute funds—as much as you 
can. Junior Achievement is non-profit and 
educational, so that contributions are tax- 
deductible. J.A. is growing—but it can grow 
more rapidiy only by expanding its facilities 
and training additional manpower. Expanded 
facilities mean more J.A. business centers in 
more places; more youngsters learning about 
business by being in business. More paid J.A. 
staff men are needed to do all of the organiz- 
ing and day to day operations that cannot be 
handled by volunteers, 

Third: Management men can help Junior 
Achievement by becoming personally inter- 
ested in its growth. Talk to other business men 
about it. Show them how it is an educational 
program of learning by doing, which can bring 
basic economic truths to the citizens of to- 
morrow. Show them, also, that it is also a 
splendid method of expanding their own com- 
munity relations program. 

And finally, for more information, write to 
me, or to Earl O. Shreve, retired executive 
vice-president of General Electric and now 
serving without pay, as president of Junior 
Achievement Inc., at 345 Madison Avenue, 
New York. 
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A team of scientific experts working 
on analyses of operations can be a 
valuable tool of top management. 


Operations Research 


8 tenes last war could perhaps be well charac- 
terized in terms of the unprecedented sci- 
entific effort called forth in the development 
of new techniques and weapons and of 
countermeasures to each such new measure 
developed by the enemy. The military leaders 
of the Allied Forces, faced with the problem 
of developing tactics to make the most effec- 
tive use of the large amounts of new equip- 
ment made available to them by science and 
industry, relied heavily upon the advice of the 
scientists who had developed the equipment. 
The advice of such scientists proved so useful 
that small groups of experts were formed to 
subject certain military operations to detailed 
and methodical study. This activity, which 
became known as “operations research,” in 
many cases achieved impressive results. Math- 
ematical and statistical analyses provided 
solutions to such questions as the following: 
What is the depth setting that should be used 
on antisubmarine depth charges dropped by 
aircraft? What is the optimum number of sub- 
marines to be used in patrolling a given sea- 
lane? Should submarines be equipped with 
aircraft-warning radar if the Japanese planes 
are equipped with radar-detection receivers?? 
The record of “operations research” was so 
good that it was only natural that, at the end 
of the war, many of the scientists who had 
participated were convinced that the concepts 
and philosophy of operations research had 


1 Morse & Kimball, Methods of Operations Re- 
search. John Wiley & Sons, N. Y. 1951. 
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great potential value in business and industrial 
applications. 

The usual reaction of business and indus- 
trial executives to the view that operations 
research was a brand-new technique with 
great potentialities was that those who made 
the claim misunderstood the extent to which 
business and industrial operations are studied, 
evaluated, and improved through the use of 
the same scientific methods used by the phys- 
icists, mathematicians, statisticians, and other 
scientists in the analysis of military opera- 
tions. It is probably true, as is the case in 
most controversies of this nature, that the 
real value of the operations research concept 
lies somewhere in between the two extremes. 
At any rate, it is well for those interested in 
the advancement of scientific management to 
give the concepts of operations research close 
scrutiny before rejecting it as the same old 
wine in a new bottle. 

Mr. William J. Horvath of the Operations 
Evaluation Group, Office of the Chief of Naval 
Operations, describes the function served by 
operations research as “to provide the execu- 
tive with quantitative bases for decisions” and 
“to evaluate the effectiveness of particular 
plans of action.” He further describes its pur- 
pose as “to understand more fully the opera- 
tion of the organization as a whole and the 
interaction of its component parts.’ 

Key Principles 
As to the organization of operations re- 


search, its proponents advance the following 
as fundamental: (1) It must be a team opera- 


2The American Statistician, October, 1948. 
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tion, in that all the different types of scien- 
tific knowledge appropriate to the problem at 
hand must be represented; (2) The research 
function must have a staff relation to the 
chief executive. 

In scope, operations research deals with 
problems at three levels: (1) Technical prob- 
lems in which the performance of equipment 
is studied; (2) Tactical problems of deter- 
mining the ways in which optimum use of 
equipment may be achieved; and (3) Stra- 
tegical problems involving questions as to the 
optimum disposition of resources and alloca- 
tion of effort. 

This description of the function, organiza- 
tion, and scope of operations research indicates 
that the “new” aspects of this type of re- 
search are primarily in its organization and 
the management level from which research is 
initiated. For some industrial organizations 
there will seem to be little that is really differ- 
ent from the organization of their present 
research facilities. For many other firms it is 
quite probable that a close examination of the 
philosophy behind the organization of opera- 
tions research may suggest important improve- 
menis in the research methods being used. 

One of the most important of the ideas of 
operations research is that the research func- 
tion be in a staff relation to the chief execu- 
tive. This makes it possible for the researcher 
to see the woods as well as the trees. When 
isolated specialists are doing research in each 
department at all management levels of the 
organization, it is impossible for them to de- 
velop an integrated picture of the relation of 
the individual problems to the whole organi- 
zation. As a result, many of these individuals 
are working at cross purposes, suggested solu- 
tions are killed due to misunderstanding at 
higher management levels, suggested solutions 
are found to be inconsistent with policy re- 
quirements at higher levels of authority, and 
the tendency exists for really fundamental 
problems to go unrecognized. It is only when 
a group of such specialists are assembled that 
it becomes possible to study the complex 
functional relations of the organization as a 
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whole. The research at the lower, less complex 
level will still be accomplished, but the topics 
for study will be better chosen and solutions 
will be made effective in all cases. 

Also the group of researchers are able to 
perform the additional vital function of dis- 
covery and definition of the problems of first 
importance. For the nature—even the exist- 
ence—of problems of serious importance can 
remain unrecognized unless a highly coordi- 
nated attack by a wide range of expert knowl- 
edge is brought to bear upon the operation as 
a whole. And this same wide range of knowl- 
edge represented in the research team makes 
possible a solution of the complex problems 
involving the organization as a whole. One 
might pause to consider how often it might 
occur that an individual scientist discovers 
the germ of an important idea only to drop 
it either because another individual scientist 
is not present to stimulate further develop- 
nient or because of inability to “see through” 
the problem to a great enough extent to recog- 
nize its importance and to develop a solution. 
It will always be true that the expert in 
economics will be limited by his mathematical 
or physical science knowledge, the expert in 
physics or chemistry limited by his knowledge 
of economics and business principles, etc. 


Recognizing and Solving 
“Strategical” Problems 

These principles, that research should stem 
from the office of the top executive and that 
research should be a team function, lead to 
the further advantage that problems which 
may be characterized as “strategical” are more 
readily and surely recognized and solved. It 
is probable that the greatest contribution that 
operations research will make to business man- 
agement will be at this level. There is prob- 
ably no better way to approach the tremen- 
dously complex questions concerning the de- 
termination of the optimum division of effort 
in different lines of activity. 

It is often pointed out by students of man- 
agement that the primary factor determining 
the success of the high-level executive in a 
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large organization is his ability to obtain high- 
caliber men and to fit them into the correct 
organizational niche so that their capabilities 
may be exercised to the fullest extent. But a 
more interesting quality of the successful 
executive, from the standpoint of the present 
discussion, is suggested by the warning that 
failure often occurs because the executive is 
submerged by the mass of details which he 
attempts to handle personally. In other words, 
success depends upon delegation of certain 
detail to subordinates and concentration of 
the more seasoned judgment of the executive 
upon the more important matters. This sug- 
gests that another important factor in execu- 
tive success is the ability to distinguish be- 
tween those problems in which small errors in 
judgment would substantially affect the suc- 
cess of the enterprise from those problems in 
which small errors in judgment would have a 
small influence upon final results. 

This problem may, of course, be more or 
less adequately solved through intuition. How- 
ever, it seems probable that a research team, 
dedicated to the task of discovering the phys- 
ical and statistical characteristics upon which 
success of the enterprise depends, would al- 
most certainly increase the efficiency of the 
executive through more certain identification 
of those details to which final results are most 
sensitive. Actually most of the larger industrial 
organizations are doing a lot of this type of 
research, but almost always at departmental 
levels. Many firms have a market research 
group, for example, whose job consists largely 
in discovering those factors and relationships 
which determine the success of the promotion 
and marketing activity of the firm. And often 
the research initiated in one department cuts 
across departmental lines as when the pro- 
duction department cooperates in research on 
a new product. But it is argued that a small 
group doing research on policy questions con- 
cerning the inter-relationships of all depart- 
ments and coordinating and drawing upon the 
departmental research should prove to be ex- 
tremely valuable to the executive who makes 
the top-level decisions. 
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Reaching the Optimum Position 

Even though the executive may be aware of 
the factors most important to the success of 
the firm, the optimum adjustment of those 
factors still remains as a perplexing problem, 
It is at this point that the mathematician can 
be of great service for, insofar as the factors 
can be quantified, an optimum solution may 
usually be obtained. It might be observed that 
a major function of the business executive is 
the analysis of uncertainty. At the strategical 
level of business policy decisions the activity 


of the research team should be directed toward | 


the definition and measurement of uncertainty 


and a quantitative analysis which seeks to — 


reduce the range within which only judg- 
mental decisions are possible. 

An illustration has been given by Mr. Her- 
bert Solow in an article appearing in Fortune 
magazine.* A company was producing a pro- 
duct for which the demand was highly season- 
al. Should production rates follow the same 
seasonal pattern as demand in order to reduce 
inventory costs, or should the high inventory 
costs of a constant production rate be accepted 
in order to reduce costs associated with labor 
turnover? The cost accountant and statistician 
could quite easily obtain tke necessary cost 
data to evaluate these two alternatives, but 
the best production plan, it was suspected, 
was probably one of the nearly infinite num- 
ber of possible positions in between the two 
alternatives as stated above. The mathematical 
selection of this optimum position was made 
and used to establish the production schedule 
to be followed. 

It should be emphasized that a mathemat- 
ically “best” solution, as above, does not re- 
place executive judgment. It can only serve 
as a reference point from which all non- 
quantifiable factors may be evaluated. Again, 
it serves the purpose of narrowing the range 
within which only judgmental decisions are 
possible. 

At this point it would be well to present 


8 Herbert Solow, Operations Research, Fortune, 
April 1950. 


Michigan Business 


to 
tw 
po 
pr 
res 
op 
to 
a. 
by 
ear 
as 
mo 
cos 
diff 
ere 
' pla 
diti 
effi 
of 
mai 
hav 

28 
A 


WM AY, 


we wo 


1952 


other examples of situations in which the mak- 
ing of top-level policy decisions might be aided 
through the efforts of the operations research 
group. For the first example, consider a firm 
selling to points that are widely scattered gc - 
graphically a product which is being produced 
by a number of plants which are also distrib- 
uted geographically. If each plant were oper- 
ated, and the product priced, independently 
of the other plants, the cost and price struc- 
ture (with transportation included in price) of 
a free market would result in a market struc- 
ture composed of areas each of which would 
be served by an individual plant. At the 
boundary between any two plants the price, 
including transportation, would be equal no 
matter which plant delivered the product to 
the customer. This result assumes that the 
plants do not absorb freight charges in order 
to gain volume, and reduced average fixed 
costs, through penetration into each other’s 
spheres of influence. Then if each plant should 
obtain approximately the same unit profit, the 
boundaries would be the points at which the 
total cost per unit was equal as between any 
two plants. 

The top management of this firm, in their 
policy decisions involving the scheduling of 
production among the different plants, in 
reality face the problem of how to plan the 


operation so it will come as close as possible 


to operating as it would under the controls of 
a free market. However, when each plant is 
not operated independently but is controlled 
by a central management, the fixed costs of 
each individual plant may be negiected. First, 
as each plant is producing the same com- 


_ modity and very likely through the same tech- 
niques, there may be little difference in fixed 


costs among them. Secondly, even if there are 
differences, these fixed costs may be consid- 
ered to be independent of the individual 


' plants’ level of activity. The optimum con- 
_ dition then would be the operation of the most 


efficient plants to capacity, increasing the scale 
of operation of less efficient plants as the de- 
mand requires. As before, each plant would 


_ have its “sphere of influence” with the unit 
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variable costs, again including transportation 
costs, being equal at the boundaries between 
these spheres 


Adjusting to Government 
Allocations of Materials 

As a second example let us examine the 
problem faced by the multi-product firm in a 
period such as the present when the scale of 
operation depends upon government alloca- 
tions of various raw materials. When less raw 
material, “‘A,” becomes available, where should 
output be reduced? Across the board? Reduce 
production of the lowest margin item? Then 
what should be done with the amounts of raw 
material, “B,” which will be unused after the 
reduction in output? The output of product 
“X,” even though it be a high-margin item, 
should perhaps be reduced if sufficient amounts 
of the scarce material, “A,” will thereby be 
released so that output of product “Y” may 
be increased enough to more than make up 
for its smaller unit margin. Selling prices and 
raw material costs are under government price 
controls and demand is likely to be strong for 
all products so the impersonal forces of the 
free market are no guide to the executive. 
Again, the management problem is to plan 
the operation so that the scarce materials are 
used as effectively as possible. 

Strategical problems of the general type 
described in this second example seem to be 
particularly important in the absence of free 
market prices to guide the allocation of effort 
and resources and when continual recognition 
must be made of the effects of changing gov- 
ernment controls. Perhaps this situation can 
be reduced in concept to that of the measure- 
countermeasure activity in military operations. 
This is not to say that this same routine of 
action and counteraction must not be contin- 
ually evaluated and judged by the individual 
firm in the more “normal” (?) environment 
of a competitive market uncontrolled by gov- 
ernmental authority. The point is that quanti- 
tative research should be able to be more 
effective in the controlled environment; for, 
despite the expressed opinion of management 
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to the contrary, in many respects there is less 
uncertainty involved, at least for short periods 
of time, when such is the situation. This may 
suggest an answer to the question as to why 
operations research was first used early in the 
war by the British and why it seems to have 
been somewhat more widely accepted there 
after the war. For management’s belief that 
uncertainty is greater in the controlled en- 
vironment is primarily an expression of the 
frustration which is caused by frequent 
changes in government policy and controls. 
Great adaptability to rapidly changing con- 
ditions is necessary. It is not that business 
plans and policies must be made in an at- 
mosphere of greater uncertainty, but that the 
range of alternatives must be re-evaluated so 
often which causes the business executive so 
much concern. 

Perhaps the above statement appears to 
depend upon the definition of uncertainty. If 
so, uncertainty is used here to include those 
factors which are unknown but may be esti- 
mated. I take it that government policy and 
amounts of material allocated may be con- 
sidered as given and known for short periods 
of time. It is possible that this assumes too 
much, but its purpose is to emphasize the 
argument that when rather thoroughgoing 
government controls become a major factor 
in business planning, flexibility and speed are 
desirable in the quantitative analysis of alter- 
native policies. In this respect the new tech- 
niques developed by mathematical economists 
(such as Leontief’s input-output matrix and 
linear programming) offer great promise.‘ 
Linear programming, in particular, seems to 
offer a method for planning the operations of 
a large production complex so that the inputs 
are allocated to the various outputs in such a 
manner that the optimum total output of the 
various types is achieved. That is, the results 
of free competition in allocating resources so 


*See, for example, Activity Analysis of Production 
and Allocation, Edited by T. C. Koopmans; Cowles 
ag ~ Monograph No. 13, John Wiley & Sons, 

. ¥. 1951. 
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that each is used to the best advantage may 
perhaps be achieved without direct resort to 
the price mechanism and the market. 


Importance of the Scientific 
Method 


Returning to the philosophy expressed by |. 


the proponents of operations research, the 
crucial importance of the scientific method 
may be mentioned. The statement that the 
scientific method — hypothesis, observation 
and/or experiment, and test of hypothesis— 
is fundamental to research will be nothing 
new to the researcher in business and industry, 
However, it is probably worth mentioning 
again since business research is, as a matter 
of fact, often carried on without the advantage 
of well-defined hypotheses to give the research 
boundary and direction. Information gathered 
just for the sake of having facts at hand is 
likely to be relatively useless. There is a 
potentially troublesome aspect introduced 
here, however, if a firm wishes to implement 
the team approach to broad operation prob- 
lems. For the training of many, or most, of 
the scientists of which the research team may 
be composed is very likely to have been of a 
form that constantly became narrower and 
narrower, focusing upon a small area of each 
body of knowledge. A considerable broadening 
process must take place in order that the indi- 
viduals may have the breadth of insight to 
develop and define the really important and 
productive hypotheses. It is probable that, 
from the point of view of research, study for 
the typical advanced academic degree t: ads 
to narrow the individual to too great an ex.ent. 


For example, the statement has been made — 
that one of the most productive efforts that — 


could be made in medical research would be 
an attempt to bring together the observations 
in each small special area into a coordinated, 
generalized whole. And this is precisely the 
aim of operations research, but it requires 
rather broadly educated researchers to bring 
it about, in industry just as it would in 
medicine. 
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BUSINESS BRIEF 


THREE NEW BOOKS 
ON ADMINISTRATION 
Three outstanding books dealing with the 


’ human environment of executives and their 


endeavors to build working teams appeared in 
1951. One of these, with the title Executive 
Action was written by Messrs. Learned, Ulrich, 
and Booz, of the Harvard Business School. 
The first half of the book discusses the operat- 
ing pressures upon an executive and the net- 
work of human relationships within which he 
tries to secure results with the aid of others. 
It is pointed out that, by and large, executives 
need to develop greater skill in securing the 
participation of associates and subordinates in 
the common enterprise. The second half of the 
book discusses some ways and means of 
achieving better teamwork within the execu- 
tive ranks. Some of the phases of executive 
action discussed are these: the delegation of 
duties, the giving and the getting of informa- 
tion so that common purposes and understand- 
ing are maintained, the use of controls, the 
use of specialists and advisers, and the selec- 
tion and development of executives. 

The second book, The Executive at Work, 
was written by Professor Melvin T. Copeland, 
the Director of Research at the Harvard Busi- 
ness School. The book is based on the author’s 
observations and experiences in his contacts 
with American business executives over many 
years. The book is most readable. It discusses 
various aspects of the executive’s job, such as 
the winning of authority, the coaching of sub- 
ordinates, the endeavor to keep informed, the 
necessity of meeting change and taking risks, 
the timing of action, and the adherence to 
high standards of conduct. Even the experi- 
enced executive, in reading this book will ac- 
quire a better insight into his own functions 
and responsibilities. The layman will find it 
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a reliable portrayal of the business executive’s 
job. 

The third of these books, The Art of Ad- 
ministration, was written by Ordway Tead, 
Chairman of the Board of Higher Education 
of New York City and editor of business books 
for a leading publishing firm. This book has 
two major purposes. First, it seeks to im- 
prove the understanding of what administra- 
tion is and how it can become more effective 
under the conditions and challenges of con- 
temporary American life. The second purpose 
of the book is to present a challenge to ad- 
ministrators themselves. That challenge is 
whether they can play their full part in as- 
suring that the individual person will come tc 
full development and have a satisfying life 
while he is engaged in business activities. The 
author is fundamentally a humanist who is 
concerned with the outlook for the individual 
personality under the complexities and the 
conflicts of our highly organized and highly 
technical civilization. 

The author deals with business objectives, 
and with securing the cooperation of the mem- 
bers of each business organization in the at- 
tainment of its socially desirable aims. Most 
of the book, however, deals with the human 
element in the problems of the administrator. 
Here Dr. Tead presents effectively the thesis 
that a person’s participation in business and 
technical decisions, to the extent of his tech- 
nical competence and his share of responsibil- 
ity for the results, can enlist his cooperation, 
increase his satisfaction in his work, and help 
him to attain a fuller development of his 
powers. John W. Riegel, Director 

Bureau of Industrial Relations 

* Executive Action, Publisher: Harvard University 
Press; Price: $3.25. The Executive at Work, Pub- 
lisher: Harvard University Press; Price: $3.75. The 


Art of Administration, Publisher: McGraw-Hill Pub- 
lishing Co.; Price: $3.75. 
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BUSINESS BRIEF 


REPORTS FROM THE TWENTIETH 
CENTURY FUND 

Here are some capsule summaries of recent 
studies, surveys, and reports made by the 
Twentieth Century Fund. This organization, 
a nonprofit foundation for research and educa- 
tion on economic questions, was founded in 
1919 and endowed by the late Edward A. 
Filene. 

+1. Workers who change jobs voluntarily are 
are influenced less by wages than by fairness 
of treatment, interest in the work and rela- 
tions with fellow workers. 

2. Continued increase in our standard of 
living depends on the 16 to 20 per cent of 
our current production we do not consume but 
put into capital goods each year. 

3. Agricultural production in the United 
States could be increased 50 per cent by soil 
conservation and land development programs. 

4. Progressive management today is turning 
more and more attention to the goals and atti- 
tudes of the individual worker, to find ways of 
increasing his sense of partnership in the 
enterprise. 

5. Direct controls of prices and wages in 
crises, American experience indicates, are like- 
ly to break down under a wide excess of 
buying power over available goods. Strong 
taxes, credit controi, and other monetary 
measures to reduce buying power should sup- 
plement or replace control if the buying 
power-goods “gap” is wide. 

6. The United States has too little rainfall 
for safe general agriculture on 40 per cent of 
its land area, and only 3 per cent of this dry 
area is now irrigated. 

7. When production is held down by work- 
ers, the cause is often the mistaken fear that 
increased production will lead to some form 
of “speed-up.” 

8. The output of the electric power indus- 
try in 1940 was fifty-eight times its size in 
1902. 

9. In contrast to a war economy, a readi- 
ness-for-defense economy offers less patriotic 
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incentive for citizens to work hard and accept} 
regimentation, and it also requires planning | 
for the longer pull of the defense crisis. i 
10. The United States had 3,200 useable) 
airports at the end of World War II, instead} 
of the 6,300 considered necessary to meet! 
traffic needs. 
11. Compulsory old-age insurance was first 
adopted in Germany in 1883. 
12. On the average, urban families probably } 
receive cash incomes about twice as high as) 
the cash receipts of families in villages and 
farms. 
13. Although shortages in some areas stil] 
exist, Americans today are better equipped 
with housing than they were in 1940. 
14. Even a moderate rate of inflation, con- 
tinued over a long period of time, can wipe 
out a large part of fixed incomes and savings 


and create severe social and political tensions, | 


15. If a war-type mobilization of man | 
power were required in 1952, an estimated 72 
million people would be available as civilian 
workers and for the armed forces. | 

16. The four main goals of industrial man- 
agement are: the economic welfare of the 
enterprise; good relations with employees; 
freedom to manage; and business-like, re 
sponsible performance by all parties in indus 
trial relations. 

17. U. S. railroads carried fewer passengers 
in 1933 than they did in 1895, but at the 
height of World War II, they reached a peak 
of 98 billion passenger-miles a year. This was 
more than double any prewar figure. 

18. Modern factory work in general is more 
varied and meaningful, and less arduous, than 
the laborer’s work of a hundred years ago, 
but the complexity of modern production does 
require special effort by management to ex- 
plain the meaning of the job. 

19. American families and individuals in| ~ 
the lower-income brackets have gained in cash | ~ 


income in recent years several times as much, |” 


percentagewise, as those in upper brackets. ; a 
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A NEW PUBLICATION | 
BY THE BUREAU OF BUSINESS RESEARCH 
PLANT ACCOUNTING REGULATIONS 
OF THE FEDERAL POWER COMMISSION 
‘A Critical Anclysis 


Michigon Business Study, Vol. XI, No, 1 


By Smngy Daviwson, Ph.D. 
Johns Hopkins University 
prescribed ederal Commission for electric companies 
He gives a comprehensive history of the Federal Power Commission’s rulings on 


of the Uniform System to the accounting of public ties and suggests even 
greater benefits would follow if the proposed modifications should be put into effect. 


This book should be of interest to accounting firms, public utilities, state commissions, 


163 pages, paper bound, price $2.00 


To THE UNIVERSITY OF MICHIGAN PRESS 
; 311 Maynard St., Ann Arbor, Michigan 


Please send me: 


....copies THE PLANT ACCOUNTING REGULATIONS 
OF THE FEDERAL POWER COMMISSION-—$2.00 
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| accounting by public utilities, citing a nu of pertinent cases to illustra’ aot 
: each phase of accounting considered. He bases his analysis on a discussion of Account 
| 100.1, Account 100.5, Account 100.7 and related accounts; he goes thoroughly into 
plant acquisition adjustments, electric plant adjustments, transactions with associated 
| out possible weaknesses in the Uniform System or in the Federal Power Commission’s | 
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Publications 


By the BUREAU OF BUSINESS RESEARCH 


DEPARTMENTAL MERCHANDISING RESULTS IN 
SMALL DEPARTMENT STORES, 1950 


By Edgar H. Gault, Ph.D., Professor of School of Business Ad- 
ministration, of 


University of M 
tal merchandising results for 1950, 
REPORT NO. 21 monte and for the Yat. Shore executives fd thee 
ratios useful in evaluating the merchandise perform- 
ance of their own stores and in determining seasonal 


85 pages paper bound price $1.00 


BUSINESS CONFIDENCE AND BUSINESS ACTIVITY 
A CASE STUDY OF THE RECESSION OF 1937 


B Dougias A. Hayes, PhD. Assistant Professor of Finance, School of Busi. 
4 ness Administration, University of Michigan 


VOLUME xX — This study is an analysis of the business annals and 
STUDY NO. 5 statics of the 1906-86 period withthe objective of 
t factors 

et activity in the of 1987. 
180 pages paper bound price $2.00 


UNIONISM, WAGE TRENDS, AND INCOME DISTRIBU- 
TION, 1914-1947 


By Harold M. Levinson, Ph.D., Assistant Professor of Economics, University 


VOLUME X Can union bargaining power raise money wages with- 
STUDY NO. 4 out xing wome Yo of employer reaction such as 


SECOND SMALL BUSINESS CASE BOOK 


University of Michigan 
This is a companion volume of No. 22, 
REPORT NO. 22 _lished in 1950, and presents the 
small businesses, ving background and general 
information on each and suggesting questions for 
study and discussion in every case. 
71 pages paper bound price $1.50 


Copies may be ordered from 


THE UNIVERSITY OF MICHIGAN PRESS 
811 Maynard Street Ann Arbor, Michigan — 
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